UNI TED STATES BANKRUPTCY COURT
WESTERN DI STRI CT OF NEW YORK

In re:

CASE NO. 00-23357
SESHADRI N. PRATI VADI and
MALLI KA SESHADRI

Debt ors. DECI SI ON & ORDER

BACKGROUND

On November 13, 2000, Seshadri N. Prativadi and Mllika
Seshadri (the “Debtors”) filed a petition initiating a Chapter
7 case. On the Schedul es and Statements required to be filed by
Section 521 and Rule 1007, the Debtors indicated that the
I nternal Revenue Service (the “IRS”) and the New York State
Departnment of Taxation and Finance (“New York State”) held
priority clainms for unpai d cal endar year 2000 i ncone taxes in an
undet er m ned anount .

On May 7, 2001, the Debtors filed a proof of clai mon behalf
of New York State in the amount of $2,821.32 (the “New York Tax
Clain), which represented a pro rata portion (from January 1,
2000 to Novenmber 13, 2000) of the Debtors’ cal endar year 2000
income tax liability of $3,248.52, as set forth on their tax

return.
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On May 7, 2001, the Debtors also filed a proof of claimon
behal f of the IRS in the anpunt of $16,057.60 (the “IRS Tax
Clainm), which represented the same pro rata portion of the
Debt ors’ cal endar year 2000 incone tax liability of $18,489. 03,
as set forth on their tax return.

On June 11, 2001, New York State filed its own priority
claim in the anount of $3,896.46 (the “Superseding New York
State Tax Claini).

On Septenmber 26, 2001, the Debtors’ trustee (the “Trustee”)
filed objections to all three of the tax clains which asserted
that, since the Debtors had failed to elect and file split year
tax returns for their cal endar year 2000 i nconme taxes, any taxes
due for that cal endar year were debts that were deened to have
arisen after the filing of their petition that could not be
charged against or paid by a distribution fromthe estate.

On Novenber 27, 2001, the Trustee filed a letter that he
received from the New York State Tax Conpliance Division -
Bankruptcy Section, which indicated that it did not oppose his
objection to the Supersedi ng New York Tax Cl aim

The IRS did not interpose a Response to the Trustee's

objection to the IRS Tax Claim
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The Debtors interposed a response to the Trustee’s
obj ections to the tax claims. In their witten subm ssions and
argunment s t he Debt or s asserted t hat: (1) Section
507(a) (8)(A)(iii)t: (a) permtted the taxing authorities to file
clainms for the pre-petition portion of the incone taxes due from
t he Debtors for the cal endar year 2000, since cal endar year 2000
t axes coul d be assessed after the filing of their petition; and
(b) provided that such clains, when filed, would be entitled to

priority treatnment; (2) although 26 U.S.C. A § 13982 (“Section

1 Section 507 provides in relevant part that:

(a) The following expenses and claims have priority in
the follow ng order:

(8) Ei ght h, all oned wunsecured «clains of governmental
units, only to the extent that such clainms are for -

(A) a tax on or neasured by income or gross receipts -

(iii) other than a tax of a kind specified in section
523(a)(1)(B) or 523(a)(1)(C of this title, not assessed
bef or e, but assessabl e, under applicable law or by
agreenent, after, the commencenent of the case[.]

11 U.S. C. § 507 (2002).
2 Section 1398 provides in relevant part that:

(a) Cases to which section applies.--Except as provided
in subsection (b), this section shall apply to any case
under chapter 7 (relating to liquidations) or chapter 11
(relating to reorganizations) of title 11 of the United
States Code in which the debtor is an individual.

(d)(1) Ceneral rule.—-Except as provided in paragraph
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(2), the taxable year of the debtor shall be determ ned
without regard to the case under title 11 of the United
States Code to which this section applies.

(d)(2) Hection to termnate debtor’s year when case
conmences. - -

(d)(2)(A In general.—-Notw thstanding section 442, the
debtor may (without the approval of the Secretary) elect
to treat the debtor’'s taxable year which includes the
conmrencenent date as 2 taxable years—

(d)(2)(A (i) the first of which ends on the day before
t he coommencenent date, and

() (2)(A(ii) the second of whi ch begi ns on the
conmrencenent date.

(d)(2)(© No election where debtor has no assets.-No
election may be nmade under subparagraph (A) by a debtor
who has no assets other than property which the debtor
may treat as exenpt property under section 522 of title
11 of the United States Code.

(d)(2)(D Time for nmaking election.—An election under
subparagraph (A) or (B) may be made only on or before
the due date for filing the return for the taxable year
referred to in subparagraph (A)(i). Any such el ection,
once made, shall be irrevocabl e.

(d)(2)(BE) Returns.—A return shall be nade for each of
the taxabl e years specified in subparagraph (A).

(d)(2)(F)(3) Commencenent date defined.-For purposes of
this subsection, the term “comencenent date” neans the
day on which the case wunder title 11 of the United
States Code to which this section applies commences.

(e)(1) Estate’s share of debtor’s incone.-The gross
incone of the estate for each taxable year shall include
the gross income of the debtor to which the estate is
entitled under title 11 of the United States Code. The
preceding sentence shall not apply to any anount
recei ved or accrued by t he debt or bef ore t he
comrencenent date (as defined in subsection (d)(3)).
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1398") provided that an individual Chapter 7 or 11 debtor whose
bankruptcy case was being adm nistered as an asset case could
file asplit year election, nothing in Section 1398 specifically
required that election to be nade in order for the provisions of
that Section to supersede the claimtreatnent afforded by the
provi sions of Section 507(a)(8)(A)(iii); (3) the Court should
anal yze and decide the issue presented as the Court did inits
decision in Mssouri Dep’'t. of Revenue v. L.J. O Neill Shoe Co.
(Inre L.J. ONeill Shoe Co.) 64 F.3d 1146 (8'" Cir. 1995); and
(4) to be consistent, the Court, which has held that a pro rata
portion of a debtor’s anticipated income tax refunds for the
cal endar year ending after the filing of a petition are property
of the estate, should decide that a pro rata portion of any
income taxes due for the cal endar year ending after the filing
of a petition should be a liability of the estate in a Chapter
7 asset case.

The Trustee asserted in his witten subm ssions and

arguments that: (1) Section 1398, which was enacted subsequent

(e)(2) Debtor’s share of debtor’s incone.-The gross
incone of the debtor for any taxable year shall not
include any item to the extent that such item is
included in the gross incone of the estate by reason of
par agraph (1).

26 U.S.C.A § 1398 (2002).
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to the enactnment of the Bankruptcy Code as part of the
Bankruptcy Tax Act of 1980, prinmed Section 507(a)(8)(A) (iii) in
i ndi vi dual Chapter 7 and 11 asset cases; (2) a failure to make
the required election provided for in Section 1398 results in
the pre-petition portion of the incone taxes due for the
cal endar year ending after the filing of the petition not being
assessabl e agai nst the bankruptcy estate; (3) the Court should
adopt the analysis of this issue as set forth by the Bankruptcy
Court for the Southern District of New York in its decision in
In re Haedo, 211 B.R 149 (Bankr. S.D.N. Y. 1997), even though it
was dicta in that case; and (4) individual Chapter 7 and 11
debt ors, whose cases are asset cases, do have the ability, if
they make the Section 1398 election, to afford the taxing
authorities the right to file a priority claim for the pre-
petition portion of the incone taxes due for the cal endar year
ending after the filing of their petition, so that there is
consistency in the Court’s treatnment of pre-petition inconme tax

refunds and liabilities.

DI SCUSSI ON
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It
have decided the issue presented,

hi st ory acconpanyi ng Section 1398, 3 t hat

as wel |

is clear fromthe uniform decisions of the Courts which

as the legislative

it was the intention of

Congress that if an individual Chapter 7 or 11 debtor does not
timely nmake the split year election under Section 1398, no
8 The Legislative H story sets out that:

2. Debtor’s election to «close taxable year.--In
general . -—-The bill gi ves an i ndi vi dual debt or an
election to close his or her taxable year as of the day
before the date on which the bankruptcy case comences
(the *“comrencenent date”). If the election were nade,
the debtor’s taxable year which otherwise would include
the commencenent date is divided into tw “short”
taxable years of less than 12 nonths. The first such
year ends on the day before the commencenent date; the
second such year begins on the comencenent date (new
Code sec. 1398(d)(3)(A). If the welection were not
made, the conmencenment of the bankruptcy case does not
affect the taxable year of an individual debtor (new
Code sec. 1398(d)(2)).

As a result of the debtor’'s making the election, his or
her Federal income tax liability for the first short
taxabl e year beconmes (under bankruptcy law) an allowable

cl ai m agai nst

the bankruptcy estate as

a claim arising

bef ore bankruptcy. Accordingly, any tax Iliability for
that year is collectible from the estate, depending on
the availability of estate assets to pay debts of that
priority. I nasnuch as any such tax liability for an
electing debtor’s first short taxable year is not
di schargeable, the individual debtor remnins |I|iable for
any anount not collected out of the bankruptcy estate
(new 11 U S. Code sec.523(a)(1)). If the debtor does
not make the el ection, no part of the debtor’'s tax
liability from the year in which the bankruptcy case
conmences is col lectible from the est at e, but is
collectible fromthe individual debtor.

Conmittee Report on P.L. 96-589 (Bankruptcy Tax Act of 1980).
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portion of the debtor’s pre-petition incone tax liability for
the year ending after the filing of the petition can be assessed
or cl ai med agai nst that debtor’s asset bankruptcy estate; it can
only be assessed agai nst the debtor.

| agree with the analysis set forthinIn re Haedo, 211 B. R
149 (Bankr. S.D.N. Y. 1997) as well as the decisions of the
Bankruptcy Courts in Inre Wirst, 204 B.R 902 (Bankr. E.D.N.C.
1996) and In re Turboff, 93 B.R 523 (Bankr. S.D. Tex. 1988)
which specifically addressed and rejected the Section 507
argunents raised in this case.

Al'l of the cases cited by the Debtors are Chapter 11 cases
i nvol ving corporations. Section 1398(a) provides that the
Section is only applicable to Chapter 7 and Chapter 11 cases in

whi ch the debtor is an individual.
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CONCLUSI ON

The Trustee’s objections to the IRS Tax Claim and the New
York Tax Claim are sustained, and the clains are disallowed in

their entirety.

I T 1S SO ORDERED

HON. JOHN C. NI NFQ, Il
CHI EF U. S. BANKRUPTCY JUDGE

Dat ed: February 11, 2002
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